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COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION

AT RI CHVOND, AUGUST 6, 1998

APPL| CATI ON OF

WASHI NGTON GAS LI GHT COVPANY, CASE NO. PUE970328
VIRG@ NI A DI VI SI ON

For an Annual Informational Filing

FI NAL ORDER

On March 31, 1997, Washi ngton Gas Light Conmpany, Virginia
Division ("WEL" or "the Conpany") filed its Annual |nfornmational
Filing ("AIF') with the State Corporation Comm ssion
("Comm ssion"), together with financial and operating data for
the twel ve nont hs endi ng Decenber 31, 1996.

On August 1, 1997, the Conmi ssion Staff filed its report in
this case. The report noted that after enploying an earnings
test based on actual test year jurisdictional earnings, average
rate base, an average capital structure, and after naking
limted adjustnents, WA earned in excess of its authorized
return on equity range of 11.0%- 12.0% In order to mtigate
WGEL's overearnings position, Staff reconmended that the Conpany
be required to wite off the Virginia jurisdictional portion of
unanorti zed | osses on reacquired debt, which Staff considered to

be regul atory assets subject to an earnings test. The Staff
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al so proposed that WAL be required to file an earnings test if
it sought to establish any new regul atory asset on its books.
Further, the Staff recommended that WA file an earnings test
wth its next AIF or rate application if the Conpany had any
regul atory assets on its books at that tinme. Additionally,

Staff proposed that WAL be required to track vari ous conmponents
of off-system sales, effective January 1, 1997, including system
capacity and any demand utilized to facilitate off-system sal es.
Finally, the Staff recommended that the Conm ssion direct the
Conpany to revise the actual cost adjustnent ("ACA") |anguage in
its tariff as part of WAL's next rate application to all ow
proper crediting of off-systemrevenues and expenses.

On August 29, 1997, the Conpany, by counsel, filed a notion
wherein it stated that it disagreed with Staff's application of
the earnings test and Staff's recommendation that WAL wite off
regul atory assets related to unanortized | osses on reacquired
debt. WA requested a hearing on these issues.

By Order dated Septenber 8, 1997, the Comm ssion assigned a
Hearing Exam ner to the matter, established a procedural
schedul e, and set the matter for hearing on COctober 16, 1997.

The matter was tinely heard, and WA and the Staff filed
si mul t aneous briefs on Decenber 12, 1997, in the proceedi ng.

The Chi ef Hearing Exam ner issued her report on June 25,

1998. Based upon the evidence received, the Hearing Exam ner



found that (i) |losses on reacquired debt should be subject to an
earnings test; (ii) application of an earnings test in this case
does not constitute retroactive ratemaking or confiscation of
sharehol ders' earnings; (iii) Staff's application of the
earnings test is not prohibited by the Comm ssion's Rul es
Governing Uility Rate Increase Applications and Annual
Informational Filings or the Conpany's prior case, Case
No. PUE940031; (iv) only adjustnments necessary to restate actual
data to a regul atory basis should be nade in an earnings test;
(v) previously approved regul atory assets should be considered
recovered only through excess earni ngs above the top of the
range unl ess otherw se provided for at the inception of a
regul atory asset; and (vi) the Virginia jurisdictional |evel of
unanortized | osses on two debt issues reacquired during the test
year should be witten off in their entirety. The Chief Hearing
Exam ner recommended that the Comm ssion enter an order that
adopts the findings in her report, directs the Conpany to wite
of f losses on reacquired debt incurred in the test period; and
di sm sses the case fromthe Conm ssion's docket of active
pr oceedi ngs.

Comments on the Chief Hearing Exam ner's Report were filed
by WA and the Staff.

Havi ng consi dered the record, the Hearing Exam ner's

Report, and the Conmments thereto, the Comm ssion is of the



opinion and finds that | osses on reacquired debt refunded with
| ong-term debt, although booked as a regul atory asset, should
not be subject to the earnings test for the reasons set forth
below. W also find that | osses on reacquired debt w thout
refunding may be different in character than | osses on
reacquired debt with refunding and that the question of whether
such | osses should be subject to the earnings test should be
exam ned in future cases.

We further find that W& should conply with the other
recommendations set out in the August 1, 1997 Staff Report that
t he Conpany did not challenge. 1In this regard the Conpany
should track the various conponents of off-system sales,
effective January 1, 1997, including system capacity and denmand
utilized to facilitate off-system sales; should revise its ACA
tariff language to permt the proper crediting of any off-system
revenues and expenses; and should file an earnings test with the
establ i shnment of any regulatory asset other than | osses on
reacquired debt with refunding.?!

A regulatory asset is a deferral of a current period cost

anortized over future periods. Such costs are generally |arge

! The Conpany should also file an earnings test with its next AIF and rate

application if the Conmpany has any regul atory assets other than | osses on
reacqui red debt refunded with long-termdebt on its books at that time. The
Conmpany should refer to the Final Order in Application of Roanoke Gas
Conpany, For an Annual Informational Filing, Case No. PUE960102, and
Application of Roanoke Gas Conpany, For expedited rate relief, Case

No. PUE960304, entered today, for guidance on the preparation of an earnings
test.




and nonrecurring and cause financial results to be negatively
af fected when currently expensed. This deferred treatnent of
current charges is unique to regulated entities. Unregul ated
entities under Cenerally Accepted Accounting Principles would
expense the charges in the period incurred. By permtting a
regul ated public utility to defer these charges, the utility is
af forded an opportunity to recover themover future periods. A
utility's sharehol ders benefit fromthe original deferral of
charges associated with regul atory assets because the deferral
i ncreases earni ngs above what they woul d have been had there
been no deferral.

An earnings test has been used to determ ne whet her
regul atory assets have been recovered nore quickly than
antici pated or whether they should continue to be deferred and
anortized. The earnings test has been enpl oyed in other cases
to evaluate the test period recovery of a nunber of regulatory
assets, including other post enploynent benefits (" OPEB")
i npl emrentation costs, electric capacity contract charges, and
extraordi nary storm damage costs. In the Final Order entered

today in Application of Roanoke Gas Conpany, For an Annual

Informational Filing, Case No. PUE960102 and Application of

Roanoke Gas Conpany, For expedited rate relief, Case

No. PUE960304, we applied an earnings test to evaluate recovery

of rate case expenses, costs of a depreciation study, franchise



costs, Liquefied Natural Gas ("LNG') tank painting costs, union
contract negotiation costs, and denolition costs related to a
retired manufacturing gas plant. None of these cases involves
whet her | osses on reacqui red debt should be subject to an
earni ngs test.
In this case, the Staff seeks to apply the earnings test to
| osses on reacquired debt. A loss on reacquired debt is an
accounting classification for several types of expenses associ ated
with the retirenent, or reacquisition, of debt securities prior to
their maturity. \Wen debt is reacquired early, the original
accounting for any remaining unanortized expenses on the
reacquired debt is changed to reflect the fact that the debt is no
| onger outstanding. Early retirenment of debt may also result in a
prepaynment penalty, i.e., a call premum Upon early retirenment
of a debt issue, a call prem um plus any renaining unanortized
expenses are classified together as a | oss on reacquired debt.?
The threshol d i ssue presented by this case is whether
| osses on reacqui red debt should be subject to the earnings
test. We conclude that they should not if the debt is refunded
with long-termdebt. These regulatory assets differ in

significant respects fromthose which we have required utilities

2 staff, in its discussion, conbined debt discounts and premiuns with expenses
related to underwiting activities, legal counsel, printing, and obtaining a
rati ng, among other things. 1In Virginia, these types of expenses are
anortized over the remaining life of the reacquired debt issue or, in the
case of a refunding, the life of the new debt issue.



to wite off in other proceedings. WAil's |osses on reacquired
debt with refundi ng have been anortized over the life of the
refunding debt for a finite identifiable period. These |osses
on reacquired debt are explicitly tied to a refinancing where
the loss is intentionally incurred in order to produce savi ngs
in the formof |ower interest costs over an identifiable period
of tine.

In Virginia, we anortize | osses on reacquired debt over the
life of the refunding debt and consider themto be a cost of
i ssuing the new debt, nuch |Iike any other type of debt issuance
expense. This treatnent is appropriate, and | osses on
reacquired debt, |ike other expenses of the refunding debt,
shoul d not be subject to the earnings test.

Wil e we have determ ned that | osses on reacquired debt
with refundi ng should not be subject to an earnings test, we
find that | osses on reacquired debt w thout refunding with | ong-
termdebt may be subject to the test. As expl ained bel ow,
however, we will not require the wite-off of WAL's | osses on
reacqui red debt wi thout refunding in this case.

As a result of the reacquisition of a series of bonds
wi t hout refunding, the Conpany incurred a net gain. For
r at emaki ng pur poses, the Conmm ssion has historically anortized
gains, net of |osses, over the life of the retired series. The

netting of the gain with the loss ensures that those paying the



| oss al so receive the associated gains. |In this case, given
this prior treatnent, we will not subject WE.'s existing | osses
on reacquired debt w thout refunding to the earnings test.
However, we direct that | osses on reacquired debt w thout
refundi ng be exam ned on a case-by-case basis to determne if
they are in fact different fromother regulatory assets or

whet her both gains and | osses should be witten off in the year
t hey are incurred.

Accordingly, IT 1S ORDERED THAT:

(1) WEL's losses on reacquired debt shall not be subject
to an earnings test in this case and therefore need not be
witten off.

(2) WAL shall file an earnings test with the Comm ssion if
it seeks to establish any new regul atory assets with the
exception of |osses on reacquired debt refunded with |ong-term
debt .

(3) WA shall file an earnings test as provided herein
with its next AIF or rate application if the Conpany has on its
books at that tine any regulatory assets other than | osses on
reacqui red debt refunded with | ong-term debt.

(4) WAL shall be required to track the various conponents
of off-system sales, effective January 1, 1997, including system

capacity and any demand utilized to facilitate off-system sal es.



(5) WAL shall revise the language in its tariffs
addressing its ACA as part of its next rate application to all ow
proper crediting of off-systemrevenues and expenses.

(6) There being nothing further to be done herein, this
matter shall be dism ssed fromthe Conm ssion's docket of active
proceedi ngs, and the papers filed herein made a part of the

Commission's files for ended causes.



